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Stock liquidity is an important topic in financial market microstructure theory; 
Firm value decision is also a main subject in corporate finance theory. From the 
perspective of relevance theory, stock liquidity can affect firm value at least by three 
ways. That is, stock liquidity affects the cost of capital through asset pricing process；
It affects the company’s decision making process by the amount of information 
containing in stock price, it also affects the efficiency of company management by 
working on the internal governance and stock option policy. For all these reasons, this 
paper links stock liquidity with firm value to investigate and analyze their 
relationship. 
This paper uses a sample including the companies with all- circulated stocks on 
Chinese stock markets to explore the empirical relationship between stock liquidity 
and firm value. We first review related research results done by the scholars at home 
and abroad, and point out the foundation why the two have certain relation. Then we 
use Tobin’s q as a measure of firm value, use illiquidity index and turnover rate as a 
measure of liquidity respectively. We also choose main control variables based on 
related financial theories, finally we use all these variables to set up panel data model. 
From the result, we find out that liquidity has a positive relationship with firm value 
measured as Tobin’s q. we further consider the endogeneity between them ,use two- 
stage least squares, by using an instrument variable to eliminate endogeneity. Again, 
we take the lag of dependent variable into the model, using a generalized method of 
moments way to estimate dynamic panel data model to confirm the relationship, we 
get exactly the same results.   
To figure out why liquidity has a positive relationship with firm value and how 
liquidity works on the firm and improve its value, this paper summarizes several 
explanations; we verify positive feedback and pay-for-performance sensitivity 
hypotheses. We also separate Tobin’s q into three components to find the whether 
















These three parts present financial level, return on assets and return on equity, to get 
further information about how liquidity affects each component. 
 By all the empirical results, we finally get the conclusion. In Chinese capital 
market, stocks with high liquidity significantly improve firm value. At the same time, 
high liquidity helps information flowing from the stock market to company, 
improving investment decision and cash flow arrangement. However, we don’t find 
the evidence that stock option policy restricts managers more efficiency because the 
stock has high liquidity, neither reduces the managerial opportunism. And from the 
results on the relationship between liquidity and components of firm value, we find 
that, liquidity mainly works on the stock pricing process in equity market and capital 
structure, it doesn’t improve the earning power of companies. Even many companies 
implement all-circulated stocks, optimize governess structure and share structure as 
well, the investors still care more about the price changing in the stock markets, and 
pay little attention to the managers’ behaviors and companies’ operating situation. 
The connection between stock markets and individual company should be closer. 
Outside shareholders and investors should restrict the managers’ behavior and share 
more monitoring responsibility. 
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